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EXPOSURE DRAFT
PROPOSED REVISION
OF ETHICS INTERPRETATIONS
101-1.A.4 AND 101-5
REGARDING LOANS TO AND FROM CLIENTS
FOR WHOM SERVICES ARE PERFORMED
REQUIRING INDEPENDENCE

JULY 9, 1991

Prepared by the AICPA Professional Ethics Executive Committee for comments
from persons interested in independence, behavioral, and technical standards matters
Comments should be received by September 10, 1991, and addressed to
Herbert A . Finkston, Director, Professional Ethics Division
AICPA, 1211 Avenue of the Americas, N e w York, N.Y. 1 0 0 3 6 - 8 7 7 5

800001

SUMMARY
The Professional Ethics Executive Committee recently considered existing pronouncements on
independence in the AICPA's Code of Conduct regarding loans to members from clients. The ethics
committee concluded that in the circumstances of today's practice environment these pronouncements
permitted financial relationships between the member and the client that could impair the appearance
of independence.
Accordingly, the ethics committee proposes a revision of the existing pronouncements that, in effect, will
prohibit a member or a member's firm from having a loan to or from a client. However, the following loans
will be grandfathered under the proposed revision: fully secured mortgage loans (including a home
equity loan) on a primary residence obtained under normal lending procedures, terms, and requirements prior to (a) the effective-date of this proposed revision, or (b) the date on which the borrower is
subject to the independence rules with respect to the holder of the loan.
All other loans must be disposed of within twelve months of the later of (a) the effective date of this
proposed revision, (b) the date on which the borrower is subject to the independence rules with respect
to the holder of the loan, or (c) the date on which a member becomes aware that a client acquired all or
part of the loan.
If this proposed revision is adopted, the ethics committee intends to issue ethics rulings on two related
issues. The rulings will permit (a) the use of a credit card from a financial institution client (including
a retailer that extends credit to the general public) as long as the balance is paid in full upon receipt of
a statement, and (b) a borrowing of cash value under terms of an insurance policy. Such activities are not
considered to be loans as defined in Interpretation 101-5, "The Meaning of Certain Terminology Used
in Interpretation 101-1.A.4" (AICPA, Professional Standards, vol. 2, ET sec. 101.07).

This exposure draft has been sent to —
• Practice offices of CPA firms.
• Sampling of members in industry and education.
• Members of AICPA Council and technical committee
chairpersons.
• State society and chapter presidents, directors, and
committee chairpersons.
• Organizations concerned with regulatory, supervisory, or
other public disclosures offinancial activities.
• Persons who have requested copies.

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
(212) 575-6200 Telex: 70-3396
Telecopier (212) 575-3846

July 9, 1991
This exposure draft contains two proposals for review and comment by the Institute's membership and
other interested parties regarding pronouncements to be revised by the Professional Ethics Executive
Committee. A summary and the text of each pronouncement are included in this exposure draft.
After the exposure period is concluded and the comments evaluated by the Professional Ethics Executive Committee, the committee may decide to publish one or more of the proposed pronouncements.
When published, the pronouncements become effective on the last day of the month in which they are
published in the Journal of Accountancy, except as otherwise stated in the pronouncement.
Your comments are an important part of the standard-setting process. Please take this opportunity to
comment. Responses should be typed under the appropriate heading on the enclosed comment form.
They must be received at the AICPA by September 10, 1991. All written replies to the exposure draft will
become part of the public record of the AICPA and will be available for inspection at the office of the
AICPA after October 10, 1991, for a period of one year.
Please send comments to Herbert A. Finkston, Professional Ethics Division, AICPA, 1211 Avenue of the
Americas, New York, N.Y. 10036-8775.
Sincerely,

Raymond L. Dever
Chairman
AICPA Professional Ethics Executive Committee

Herbert A. Finkston
Director
Professional Ethics Division

PROPOSED REVISION OF INTERPRETATION
101-1.A.4
[Text of Current Interpretation 101-1. A.4 Proposed for Revision]
Interpretation of Rule 101
Independence shall be considered to be impaired if, for example, a member had any of the following
transactions, interests, or relationships:
A. During the period of a professional engagement or at the time of expressing an opinion, a member
or a member's firm
4. Had any loan to or from the enterprise or any officer, director, or principal stockholder of the
enterprise. This proscription does not apply to the following loans from a financial institution
when made under normal lending procedures, terms, and requirements:
a. Loans obtained by a member or a member's firm that are not material in relation to the net
worth of such borrower.
b. Home mortgages.
c. Other secured loans.
[Text of Proposed Revision of Interpretation

101-1. A.4]

Interpretation of Rule 101
Independence shall be considered to be impaired if, for example, a member had any of the following
transactions, interests, or relationships:
A. During the period of a professional engagement or at the time of expressing an opinion, a member
or a member's firm
4 . Had any loan to or from the enterprise or any officer, director, or principal stockholder of the
enterprise. This proscription does not apply to certain mortgage loans on a member's primary residence, and its effect is delayed in certain circumstances. See Interpretation 101-5, "The Meaning
of Certain Terminology Used in Interpretation 101-1.A.4."

PROPOSED REVISION OF INTERPRETATION 101-5
[Text of Current Interpretation 101-5 Proposed for Revision]
The M e a n i n g of Certain Terminology Used in Interpretation 101-1.A.4
This interpretation defines certain terms used in Interpretation 101-1.A.4 of the Institute's ethics code.
The rule prohibits loans to a member from his or her client, except for certain specified kinds of loans
from a client's financial institution when made under "normal lending procedures, terms, and
requirements."
Terminology
For purposes of Interpretation 101-1.A.4, the following are defined:
Loan
A loan is considered to be a financial transaction, the characteristics of which generally include, but are
not limited to, an agreement that provides for repayment terms and a rate of interest.
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Financial Institution
A financial institution is considered to be an entity that, as part of its normal business operations, makes
loans to the general public.
Normal Lending Procedures, Terms, and Requirements
"Normal lending procedures, terms, and requirements" relating to a member's loan from a financial institution are defined as lending procedures, terms, and requirements that are reasonably comparable with
those relating to loans of a similar character committed to other borrowers during the period in which
the loan to the member is committed. Accordingly, in making such comparison and in evaluating
whether a loan was made under "normal lending procedures, terms, and requirements," the member
should consider all the circumstances under which the loan was granted, including—
1. The amount of the loan in relation to the value of the collateral pledged as security and the credit
standing of the member or the member's firm.
2. Repayment terms.
3. Interest rate, including "points."
4. Closing costs.
5. General availability of such loans to the public.
Related prohibitions that may be more restrictive are prescribed by certain state and federal agencies
having regulatory authority over such financial institutions. Broker-dealers, for example, are subject to
regulation by the Securities and Exchange Commission.
[Text of Proposed Revision of Interpretation 101-5]
The M e a n i n g of Certain Terminology Used in Interpretation 101-1.A.4
Interpretation 101-1.A.4 provides that a member's independence shall be considered to be impaired if
the member has any loan to or from the enterprise or any officer, director, or principal stockholder of the
enterprise. This proscription does not apply to certain mortgage loans on a member's primary residence,
and its effect is delayed in certain circumstances as set forth below:
Primary Residence Mortgage Loans
Independence will not be considered to be impaired with respect to a client when the member has a
mortgage loan (including a home equity loan) on a primary residence as long as (a) the value of the collateral equals or exceeds the balance of the mortgage loan, and (b) such mortgage loan was obtained from
a financial institution and the loan was made under that institution's normal lending procedures, terms,
and requirements. However, independence will be considered to be impaired if, after [effective date], a
member obtains a loan from an entity that, at the time of obtaining the loan, is a client.
Delayed Effect for Certain Other Loans
Independence will not be considered to be immediately impaired with respect to a client if the member
has other loans from a financial institution client (a) that are either immaterial to the net worth of the
borrower or where the value of the collateral equals or exceeds the balance of the loan, and (b) that were
made under the financial institution's normal lending procedures, terms, and requirements. However,
independence will be considered to be impaired if such loans are not disposed of within twelve months
of (a) [effective date]; (b) the date on which the holder of the loan becomes a client; (c) the date on which
the member becomes aware that a client has acquired all or a portion of the member's loan; or (d) the
date on which the borrower becomes a member* with respect to the client. Moreover, independence
will be considered to be impaired if, after [effective date], a member obtains a loan from an entity that,
at the time of obtaining the loan, is a client.

* As defined in Interpretation 101-9, "The Meaning of Certain Independence Terminology and the Effect of Family Relationships
on Independence" (AICPA, Professional Standards, vol. 2, ET sec. 101.11).
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Terminology
For purposes of Interpretation 101-1.A.4, the following are defined:
Loan
A loan is considered to be a financial transaction, the characteristics of which generally include, but are
not limited to, an agreement that provides for repayment terms and a rate of interest.
Financial Institution
A financial institution is considered to be an entity that, as part of its normal business operations, makes
loans to the general public.
Normal Lending Procedures, Terms, and Requirements
"Normal lending procedures, terms, and requirements" relating to a member's loan from a financial institution are defined as lending procedures, terms, and requirements that are reasonably comparable with
those relating to loans of a similar character committed to other borrowers during the period in which
the loan to the member is committed. Accordingly, in making such comparison and in evaluating
whether a loan was made under "normal lending procedures, terms, and requirements," the member
should consider all the circumstances under which the loan was granted, including —
1. The amount of the loan in relation to the value of the collateral pledged as security and the credit
standing of the member or the member's firm.
2 . Repayment terms.
3. Interest rate, including "points."
4 . Closing costs.
5. General availability of such loans to the public.
Related prohibitions that may be more restrictive are prescribed by certain state and federal agencies
having regulatory authority over such financial institutions. Broker-dealers, for example, are subject to
regulation by the Securities and Exchange Commission.
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